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Abstract 
 
Small and medium enterprises (SMEs) are critical to the reduction of the high rates of poverty and unemployment in South 
Africa. The failure rate of SMEs is very high. Access to debt finance is one of the major constraints to the survival of new SMEs 
in South Africa. Access to debt finance to by SMEs can be influenced by both borrower-specific (internal factors) and systemic 
factors (external factors). The objective of the study was to examine the external environmental factors that can impact on 
access to debt finance by SMEs in South Africa. The study evaluated how external factors such as the macro-economic 
environment, the legal system, crime and corruption can impact on access to debt finance by SMEs.  
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1. Introduction 
 
The South African economy is characterised by a low growth rate and a high rate of unemployment presently estimated 
at 25.2% (Statistics South Africa, 2014). Small and medium enterprises (SMEs) are expected to be an important vehicle 
to address the challenges of job creation, sustainable economic growth, equitable distribution of income and the overall 
stimulation of economic development (Rogerson, 2008). According to a study by Asian Development Bank and the 
Organisation for Economic Cooperation and Development (2014), SMEs comprise the overwhelming majority of firms in 
almost all countries, and contribute to at least two thirds of total employment. SMEs drive economic growth through their 
contribution to innovation and productivity growth. 
However, despite the noted contribution of SMEs as pointed out above, SMEs in South Africa suffer from a high 
failure rate. The survival rate of SMEs is relatively low and this is a global phenomenon. It is estimated that the failure rate 
of SMEs in South Africa is between 70 per cent and 80 per cent (Scheers, 2010), Cant and Wiid (2013). Various 
challenges and impediments cause the high failure rates of SMEs in South Africa. Access to finance represents one of 
the most significant challenges for SMEs. Herrington et al. (2009) note that access to finance is a major problem for the 
South African entrepreneur. Cosh et al. (2009) and the Organisation for Economic Cooperation and Development (2014) 
remark that an inherent problem that entrepreneurs face is their inability to attract external capital, given the lack of 
collateral and the presence of information asymmetry with investors. According to Demirguc-Kunt et al. (2006), the two 
primary sources of external finance for new SMEs are equity and debt. External equity in the form of venture capital or 
the stock exchange is usually not available for SMEs. Blumberg and Letterie (2008) agree that the lack of venture capital 
funds makes many SMEs dependent on debt financing. However, access to debt finance is limited for SMEs in South 
Africa (FinScope, 2010). 
Beck (2007) argues that access to debt finance to by SMEs can be influenced by both borrower-specific (internal 
factors) and systemic factors (external factors). Haron et al. (2013) point out that borrower-specific factors include 
collateral and managerial competency. Furthermore, the scope for optimization that the lender will have in managing 
lending costs and risks can also be constrained by external or systemic factors. External factors include contractual and 
informational frameworks, macro-economic environment, social factors (crime and corruption), the regulatory 
environment and other characteristics of the business environment in which both the lender and borrower operate. These 
external environmental factors are not only outside the reach of lenders’ actions, but neither can policy makers change 
them in the short-run. Beck (2007) adds that the weaker these external factors are, the less the manoeuvring room for 
credit supply optimisation. Given these constraints, there is the possibility that lenders will not maximise their lending 
opportunities to SMEs. Most of the studies on the factors impacting on access to debt finance by SMEs in South Africa 
have concentrated on borrower-specific factors (Mutezo, 2005), (Garwe and Fatoki, 2010). However, it is important to 
examine the external environmental factors that can also impact on access to debt finance by SMEs.  
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2. Objective of the Study 
 
SMEs in South Africa suffer from a high failure rate. Access to debt finance is one of the challenges faced by SMEs in 
South Africa. Understanding the factors that can impact on the access to debt finance by SMEs is critical to inclusive 
economic growth, poverty reduction and the creation of jobs in South Africa. The objective of the study is to examine the 
external environmental factors that can impact on access to debt finance by SMEs in South Africa.  
 
3. Literature Review 
 
3.1 The external environment 
 
Ehlers and Lazenby (2011) point out that the external environment represents the variables in the environment that have 
a direct as well as an indirect influence on the organisation. The external environment is largely uncontrollable by the 
organisation. The external environment continuously changes. The external environment can play a very important role in 
the availability of finance to firms and the capital structure of SMEs. Barrios (2013) remark that lenders also consider 
economic conditions and the general climate, both within the industry and in other industries that could affect the 
business. The study focuses on four external variables. These are the macro-economic environment, the legal system, 
crime and corruption.  
 
3.1.1 The macro-economic environment 
 
Ehlers and Lazenby (2011) assert that economic forces ultimately result in prosperity or adversity, and have specific 
implications for an organisation or its management. Business organisations have to study the economic environment to 
identify changes and trends, and their strategic implications. Economic variables include the fiscal and monetary policies 
of the government, inflation, interest rates, and foreign exchange rates. These variables can influence the supply and 
demand for credit by SMEs. Correia et al. (2011) point out that the use of can either impact positively or negatively on the 
profitability of a firm. Debt is positive if the firm is able to earn a return on assets that is higher than the before-tax interest 
rate on debt. Positive leverage occurs when a firm operates under favourable conditions, when sales and profit margins 
are high and the firm is able to generate a good return on assets. Negative leverage happens when a firm faces difficult 
times, and sales and profit margins are low. This may affect the willingness of banks and trade creditors to grant credit to 
SMEs. Wehinger (2014) finds that economic recession has a negative effect on bank lending. Lee et al. (2013) find that 
one of the consequences of the 2008 financial crisis is that small innovative firms find it increasingly difficult to access 
external finance from commercial banks. Carbo-Valverde et al. (2012) concur that SMEs suffered from a significant credit 
crunch during the last financial crisis. The authors find that credit constrained SMEs depend on trade credit, but not bank 
loans, and that the intensity of this dependence increased during the financial crisis.  
Barbosa and Moraes (2004) ascertain that a depressed economic condition is a characteristic associated with the 
likelihood of a firm’s failure to repay its debt. During economic expansions, even marginal firms have ready access to 
debt capital. However, in recessions or downturns, the established firms that have both a record of past success and 
relatively good performance obtain a large percentage of new debt. This suggests that SMEs may find it difficult to pay 
back debt in a depressed economic environment. Baum and Caglavan (2008) note that as banks need to acquire costly 
information on borrowers before extending loans to new or existing customers, uncertainty about economic conditions 
(and the likelihood of loan default) would have clear effects on their lending strategies. Higher uncertainty will hinder 
managers’ ability to accurately predict returns from available lending opportunities. When the macro-economic 
environment is tranquil, bank managers will be able to predict returns from each potential project more easily and channel 
funds towards projects with higher expected returns. However, when the economic environment is in turmoil, bank 
managers’ ability to predict returns accurately will be hindered resulting in more conservative lending behaviour across all 
banks. Schwienbacher and Larralde (2010) point out that small business finance is highly and disproportionally affected 
by macroeconomic conditions. Market forecasts, stock market health, overall economy health, and monetary policy all 
have effects on small business finance.  
The Organisation for Economic Cooperation and Development (2013) reports that South Africa’s current economic 
environment is characterised by low growth rates, high unemployment, high inflation rates and volatile exchange rates. 
These factors can impact on the availability of debt finance to SMEs. According to the Wall Street Journal (2014), South 
Africa's economy shrank in the first quarter of 2014. There was a 0.6% annualized drop in the gross domestic product 
(GDP) of South Africa in the first three months of 2014. This was the worst since 2009, when the South African economy 
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fell into recession. One of the causes is the drop in the GDP was the long strike in the mining sector especially platinum 
mines. In addition, consumer spending is weak. Weak economic conditions affect sales, revenues, market and growth 
potential of new SMEs. Weak economic conditions make it difficult for new SMEs to use debt positively and may 
negatively impact on the willingness of commercial banks to extend credit to new SMEs. 
 
3.1.2 The legal environment 
 
La Porta et al. (1997) (LLSV) set up the theoretical basis for the development of empirical studies in respect of the 
relationship between law and finance. LLSV argue that in the traditional finance theory of Modigliani and Miller (1958), 
securities (debt and equity) are recognized by their cash flows. According to Modigliani and Miller (1958) debt has a fixed 
promised stream of interest payments, whereas equity entitles the owner to receiving dividends.  
LLSV (1997) argue that cash flow alone does not tell the whole story and that the defining feature of various 
securities is the rights that they bring to their owners. Shares typically give the owners the right to vote for the directors of 
the companies and shareholders receive dividends on their equity because they can vote out directors who do not pay 
them. Also, debt entitles creditors the power to repossess collateral when the company fails to make promised payments 
and creditors are thus paid because they have this power. Without these rights investors would not get paid and therefore 
firms would find it difficult to raise external finance. LLSV however dispute the view that securities are inherently 
characterized by some intrinsic rights and argue that this ignores the fact that these rights depend on the legal rule of the 
jurisdictions where the securities are issued. Law and the quality of its enforcement are potentially important determinants 
of what rights security holders have and how well these rights are protected. Since the protection of investors determines 
their readiness to finance firms, corporate finance may critically turn to these legal rules and their enforcement. Therefore, 
the differences in legal protection of investors might help explain why firms are financed differently in different countries. 
LLSV (1998) assembled data covering legal rules pertaining to the rights of investors and the quality of 
enforcement of those rules (for creditors, these rules cover the respect for security of the loan, the ability to repossess 
collateral and the inability of management to seek protection from creditors voluntarily) in forty nine countries (South 
Africa included) that have publicly traded companies. They found that laws vary in a lot across countries, due in part to 
differences in their legal origin. Common law countries generally have the strongest and French civil law countries the 
weakest legal protection of investors and creditors. German and Scandinavian civil law countries are located in the 
middle implying that creditor protection in these countries is weaker than in British common law countries but stronger 
than in French civil law countries. 
 
3.1.3 Creditor protection in South Africa 
 
According to Djankov et al. (2007) creditor protection is measured by the creditor right index. The index ranges from 0 
(weak creditor rights) to 4 (strong creditor rights). A score of one is assigned when each of the following rights of secured 
lenders are defined by laws and regulations. First, there are restrictions, such as creditor consent or minimum dividends, 
from a debtor to file for reorganization. Second, secured creditors are able to seize their collateral after reorganization 
petition is approved. This implies there is no automatic stay or asset freeze. Third, secured creditors are paid first out of 
the proceeds of liquidating bankrupt firm, as opposed to government or workers. Finally, management does not retain 
administration of its property pending the resolution of reorganization. Table 1 depicts the creditor right index of South 
Africa and some other developing and developed countries. 
 
Table 1: Creditor rights index in South Africa and selected countries 
 
Country Creditor rights index
South Africa 3
Botswana 3
Nigeria 4
United Kingdom 4
United States of America 1
Cameroon 0
France 1
Sweden 1
Source: Adapted from Djankov et al. (2007). 
ISSN 2039-2117 (online) 
ISSN 2039-9340 (print) 
        Mediterranean Journal of Social Sciences 
            MCSER Publishing, Rome-Italy 
Vol 5 No 20 
September  2014 
          
 1016 
Table 1 shows that South Africa with an index of 3 has a relatively strong creditor protection. While the United States of 
America, France, Sweden and Cameroon with indexes ranging from 1 to 0 have very weak creditor protection. This 
implies that on paper creditors in South Africa enjoy high protection. Though creditor protection on paper is relatively 
strong, the efficiency of contract enforcement is quite low in South Africa. Standard and Poor’s (2007) investigate debt 
recovery for creditors and the law of insolvency in South Africa. They find that South Africa is a friendly jurisdiction for 
secured creditors and perhaps the friendliest in Africa. However, in contrast to some of the most creditor-friendly 
jurisdictions around the world, secured creditors in South Africa do not have an unrestricted ability to foreclose on 
collateral outside of court proceedings, and such proceedings can be relatively slow and inefficient, with delays of 
enforcement of up to two years in some instances. Therefore, while debt recovery prospects for secured creditors are 
generally strong, such recoveries may be reduced by procedural delays and also the relatively high costs and fees of the 
enforcement process. Conclusively, South Africa’s creditor right index is relatively strong, however, the long procedures, 
duration and cost it takes to register property, enforce contracts and close business upon bankruptcy may affect the 
availability of debt finance to new SMEs.  
 
3.1.4 Crime 
 
The United Nations Office on Drugs and Crime (2013) reports that crime is an important issue in South Africa. The 
country has halved its murder rate, but still remains one of the most violent countries in the world for homicide. 
Demombynes and Ozler (2005) agree that crime is among the most difficult of the many challenges facing South Africa in 
the post-apartheid era. According to the South African Police Service Crime Statistics (2014) while the incidences of 
virtually all major categories of crime has fallen during the past years, business related crime is on the increase. Robbery 
at non-residential premises (business) increased by 9.4% between 2009 and 2013 but reduced by 0.6% between 2012 
and 2013.  
Maas and Herrington (2006) and Isaacs and Freidrick (2007) point out that crime is one of the major factors that 
influence people negatively towards the creation of their own businesses in South Africa. The costs of crime are higher 
for SMEs than large firms and a major crime incident can hit a small firm very hard and leads to its failure to meet due 
obligations. Crime increases the cost of operations for a business and may negatively impact on its sustainability and 
success. Grant Thornton (2007) and Standard Bank and Fujistu Siemens Computers (2009) find that because of crime 
owners of SMEs are not aggressively pursuing avenues to grow their market shares and stay ahead of competitors. 
Rather they are focusing on operational matters. In addition, most SMEs in South Africa do not have insurance policies to 
protect their assets, both fixed and current. Chodokufa (2009) found that almost half of SMEs in South Africa do not have 
any insurance cover in the event of a crime. A high crime rate also reduces the value of properties that are used to 
collaterise loans. According to Linden and Rockoff (2008) in response to the crime risk, residents generally have two 
options; they can vote for anticrime policies, or they can vote with their feet. When individuals exercise the latter option, 
local response to crime will be observed in the housing market. The study finds a decrease in property values of 10 
percent for a one standard deviation increase in property crime. Crime increases moral hazards after the granting of 
credit and can affect the ability of SMEs to repay credit. This may affect the willingness of banks and other creditors to 
extend credit to SMEs especially those that are located in high crime areas.  
 
3.1.5 Corruption 
 
Transparency International (2013) describes corruption as the abuse of entrusted power for private gain. Corruption in 
public and private establishments is growing in South Africa. The Corruption Perception Index (2013) published by 
Transparency International ranks South Africa 72nd position out of 177 countries with a score of 42 out of 100. Gaviria 
(2002), Kimuyu, (2007) and Athanasouli et al. (2012) find that corruption is negatively associated with firm growth. Gaviria 
(2002) examines the effect of corruption on firm performance and the types of firms that are likely to complain about 
corruption in Latin America. The study focused on three indices of firm performance; reported growth of sales, investment 
and employment. Results show that corruption has a noticeable effect on the economic outcome of firms in the sense that 
outcomes tend to be lower in firms where managers report that corruption is an obstacle to doing business than in firms 
where managers report otherwise. The effect of corruption on sales growth is positive and statistically significant. Several 
mechanisms can explain the adverse effect of corruption on firm performance. First, corruption raises operational costs, 
lowering competitiveness and ultimately lowering sales. Secondly, corruption prevents firms from entering profitable 
business, limiting the opportunities for growth and lowering sales, investment and employment. Finally corruption may 
cause firms to lose valuable human and financial resources, likewise lowering competitiveness. 
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The United Nations Industrial Development Organisation (2007) argues that corruption has been found to distort 
fair competition and the rules of the free market economy, has a negative impact on quality of products and services, 
weakens the prospect of economic investment and undermines business ethics. Corruption is detrimental to all types of 
business but most especially SMEs. Corruption can be public or private. Public corruption involves government officials 
seeking personal gains in order to grant licenses, permits and tax incentives. Private corrupt interactions include 
embezzlement by employees, bribing and extortion by employees of larger companies in order to obtain contracts and 
corrupt bank officials approving loans that do not meet basic financial criteria and can therefore not be collected later.  
Weill (2009) points out that the key argument that corruption should be expected to hamper bank lending is based 
on the law and finance theory pioneered by LLSV (1997). Legal institutions protecting banks and enforcing contracts are 
likely to encourage greater bank lending by increasing the willingness of banks to grant loans. In the case of borrower 
default, the bank may wish to force repayment, to grab collateral or even in some cases to take control of the borrower in 
case of a corporate loan. Therefore, the institutions that empower the bank to proceed to these actions exert an influence 
on its lending behaviour. As corruption adds to uncertainty for banks to enforce their claims against defaulting borrowers, 
it diminishes the willingness of banks to grant loans. Greater corruption adds to uncertainty of judicial decisions for banks, 
as they cannot count on the courts to enforce damages recoveries for losses or deficiency judgments against defaulting 
debtors, and consequently banks are expected to refrain from lending. Weill (2009) adds that corruption can also take 
place in lending through bribes given to bank officials to receive a loan. Ahmad (2013) argues that a form of corruption 
that can impact on bank credit is corruption by the bank official in the form of bribes received from the debtors in order to 
grant credit. Corruption by banks official can have both negative and positive impact on bank lending. The negative 
impact on bank lending is through the increase in the amount demanded by officials for allocating credit. This is a cost to 
debtors and can reduce borrowing. The positive impact is that corruption can also stimulate the growth of credit. The 
bribes by the debtors to the bank officials increase their chances of obtaining loan. In addition, the incentive to offer 
bribes increases for the borrower when banks are more risk averse and more loan applications are rejected. Stiglitz and 
Weiss (1981) show that adverse selection, resulting from ex ante information asymmetry between the bank and the 
borrower, causes credit rationing. The existence of credit rationing suggests that some borrowers may be willing to pay 
more than the official loan rate to obtain credit. As a consequence, borrowers have an incentive to bribe bank officials to 
obtain the loan. A strong legal environment and banking competition however reduce the likelihood of corruption in bank 
lending. Barth et al. (2009) find evidence that banking competition and information sharing reduce lending corruption. The 
ownership structure of the firms and the banks and the legal environment significantly impacts on lending corruption. 
 
4. Conclusions 
 
SMEs are expected to be an important vehicle to address the challenges of job creation, sustainable economic growth, 
equitable distribution of income and the overall stimulation of economic development. The survival rate of SMEs is 
relatively low and this is a global phenomenon. It is estimated that the failure rate SMEs is between 70 per cent and 80 
per cent in South Africa. Access to debt finance represents one of the most significant challenges for SMEs. Access to 
debt finance to by SMEs can be influenced by both borrower-specific (internal factors) and systemic factors (external 
factors). The study focused on four external factors. These were the macro environment, the legal system, crime and 
corruption. The study finds that macro-economic conditions affect small business finance. Banks need to acquire costly 
information on borrowers before extending loans to new or existing customers, uncertainty about economic conditions 
(and the likelihood of loan default) would have clear effects on their lending strategies. In addition, an inefficient legal 
environment which can be shown by the long procedures, duration and cost it takes to register property, enforce 
contracts and close business upon bankruptcy may affect the availability of debt finance to SMEs. Crime may affect the 
capacity of new SMEs to repay credit granted. This may affect the willingness of banks and other creditors to extend 
credit to SMEs especially those that are located in high crime areas. Corruption by banks official can negatively impact on 
bank lending through the increase in the amount demanded by officials for allocating credit. The incentives to offer bribes 
increases for the borrower when banks are more risk averse and more loan applications are rejected. A strong legal 
environment and banking competition however reduce the likelihood of corruption in bank lending. The external 
environment is largely uncontrollable by the firms. Therefore, government has a large role to play in improving the 
external environment. Government needs to take crime reduction more seriously through better policing, education and 
poverty reduction measures. The legal system must be made more efficient. The speed of court judgment must be 
enhanced. Public awareness campaigns are necessary to change the mindsets of the public that unethical behaviours 
and corruption are bad and counterproductive. Strong fiscal and monetary policies must be sustained. A limitation of the 
study is that not all the factors in the external environment (such as the regulatory environment) were considered.  
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